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Real Estate and Construction Industry Developments—2012/13

Notice to Readers
This Audit Risk Alert replaces Real Estate and Construction Industry
Developments—2011/12.
This Audit Risk Alert is intended to provide auditors of financial statements
of real estate and construction entities with an overview of recent economic,
industry, technical, regulatory, and professional developments that may affect
the audits and other engagements they perform. This Audit Risk Alert also can
be used by an entity's internal management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU-C section
200, Overall Objectives of the Independent Auditor and the Conduct of an Audit
in Accordance with Generally Accepted Auditing Standards (AICPA, Professional Standards). Other auditing publications have no authoritative status;
however, they may help the auditor understand and apply the generally accepted auditing standards.
In applying the auditing guidance included in an other auditing publication,
the auditor should, using professional judgment, assess the relevance and appropriateness of such guidance to the circumstances of the audit. The auditing
guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on
by a senior technical committee of the AICPA.
Recognition
The AICPA gratefully acknowledges the following individuals for their essential contributions in creating this publication.
Kevin Cole
Robert Mercado
Alexander J. Narcise
Joe Natarelli
Suesan Patton
Chris Roemersma
Bruce Roff
Robert Schroell
Mike Testani
AICPA Staff
Dave Arman, CPA
Senior Technical Manager
Accounting and Auditing Publications
Feedback
The Audit Risk Alert Real Estate and Construction Industry Developments
is published annually. As you encounter audit or industry issues that you
believe warrant discussion in next year's Audit Risk Alert, please feel free
to share them with us. Any other comments that you have about the Audit Risk Alert also would be appreciated. You may e-mail these comments to
A&APublications@aicpa.org.

ARA-CON

Table of Contents

v

TABLE OF CONTENTS
Paragraph

Real Estate and Construction Industry Developments—2012/13
.01-.142
How This Alert Helps You . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.01-.03
Economic and Industry Conditions—Real Estate Market
Conditions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.04-.20
Residential Real Estate Market Conditions . . . . . . . . . . . . . . . . . .
.04-.13
Industrial Real Estate Market Conditions . . . . . . . . . . . . . . . . . . . .
.14-.15
Retail Real Estate Market Conditions . . . . . . . . . . . . . . . . . . . . . . .
.16-.17
Office Real Estate Market Conditions . . . . . . . . . . . . . . . . . . . . . . .
.18
Hospitality Real Estate Market Conditions . . . . . . . . . . . . . . . . . .
.19
Real Estate Investment Trust Market Conditions . . . . . . . . . . . . . .
.20
Economic and Industry Conditions—Construction Market
Conditions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.21-.31
Construction Put in Place . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.24-.26
Public and Private Construction . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.27
Residential Construction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.28-.29
Construction Cost Trends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.30-.31
Economic and Industry Related Risks—Real Estate Ventures . . . .
.32-.35
Multifamily Housing Valuation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.32-.33
Interest-Only Loans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.34-.35
Economic and Industry Related Risks—Construction
Contractors . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.36-.51
Concentration Risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.36-.37
Underutilization of Labor and Allocation of Overhead . . . . . .
.38-.39
Increase in Unapproved Change Orders . . . . . . . . . . . . . . . . . . .
.40
Going Concern Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.41-.46
Management Estimates . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.47-.51
Accounting Developments—Real Estate Ventures . . . . . . . . . . . . . .
.52-.54
FASB ASU No. 2011-10, Property, Plant, and Equipment
(Topic 360): Derecognition of in Substance Real Estate—
a Scope Clarification (a consensus of the FASB Emerging
.52-.54
Issues Task Force) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Accounting Developments—Construction Contractors . . . . . . . . .
.55-.71
FASB ASU No. 2011-08, Intangibles—Goodwill and Other
.55-.59
(Topic 350): Testing Goodwill for Impairment . . . . . . . . . . . .
FASB ASU No. 2011-09, Compensation—Retirement
Benefits—Multiemployer Plans (Subtopic 715-80):
Disclosures about an Employer’s Participation in a
.60-.65
Multiemployer Plan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
FASB ASU No. 2011-05, Comprehensive Income (Topic 220):
Presentation of Comprehensive Income . . . . . . . . . . . . . . . . . .
.66-.68
FASB ASU No. 2011-12, Comprehensive Income (Topic 220):
Deferral of the Effective Date for Amendments to the
Presentation of Reclassifications of Items Out of
Accumulated Other Comprehensive Income in
.69-.71
Accounting Standards Update No. 2011-05 . . . . . . . . . . . .

Contents

vi

Table of Contents

Paragraph

Real Estate and Construction Industry
Developments—2012/13–continued
.01-.142
Auditing Developments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.72-.84
The Clarity Project . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.72-.84
Recent Audit Peer Review Findings . . . . . . . . . . . . . . . . . . . . . . . . . . .
.85-.95
On the Horizon—FASB and IASB Joint Projects . . . . . . . . . . . . . . . .96-.110
Proposed ASU (Revised) Revenue Recognition (Topic 605):
Revenue from Contracts with Customers (including
proposed amendments to the FASB Accounting
Standards Codification®) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .98-.103
Proposed ASU Leases (Topic 840) . . . . . . . . . . . . . . . . . . . . . . . . . . .104-.110
On the Horizon—Real Estate Ventures . . . . . . . . . . . . . . . . . . . . . . . . .111-.117
Proposed ASU Financial Services—Investment Companies
(Topic 946): Amendments to the Scope, Measurement, and
Disclosure Requirements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .111-.114
Proposed ASU Real Estate—Investment Property Entities
(Topic 973) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .115-.117
On the Horizon—Construction Contractors . . . . . . . . . . . . . . . . . . . .118-.119
ASU No. 2012-02, Intangibles—Goodwill and Other
(Topic 350): Testing Indefinite-Lived Intangible Assets for
Impairment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .118-.119
Resource Central . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .120-.142
Publications . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.121
Continuing Professional Education . . . . . . . . . . . . . . . . . . . . . . . . . .122-.125
Webcasts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.126
Member Service Center . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.127
Hotlines . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .128-.129
AICPA Online Professional Library: Accounting and Auditing
Literature . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
.130
Codified Clarity Standards . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .131-.133
Financial Reporting Center of AICPA.org . . . . . . . . . . . . . . . . . . . .134-.136
Industry Conference . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .137-.138
Industry Websites . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .139-.142

Contents

Real Estate and Construction Industry Developments—2012/13

1

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your real
estate and construction industry audits and also can be used by an entity's
internal management to identify issues significant to the industry. This alert
provides information to assist you in achieving a more robust understanding
of the business, economic, and regulatory environments in which your clients
operate. This alert is an important tool to help you identify the significant
risks that may result in the material misstatement of financial statements
and delivers information about current accounting, auditing, and regulatory
developments. For developing issues that may have a significant impact on the
construction and real estate industries in the near future, the sections titled
"On the Horizon—Real Estate Ventures" and "On the Horizon—Construction
Contractors" provide information on these topics, including guidance that has
either been issued, but is not yet effective, or is in a development stage.
.02 This alert is intended to be used in conjunction with the Audit Risk
Alert General Accounting and Auditing Developments—2012/13 (product no.
ARAGEN12P or ARAGEN12E), which explains important issues that affect all
entities in all industries in the current economic climate. You should refer to
the full text of accounting and auditing pronouncements as well as the full text
of any rules or publications that are discussed in this alert.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. In AU-C section 320, Materiality in Planning and
Performing an Audit (AICPA, Professional Standards), audit risk is broadly
defined as the risk that the auditor expresses an inappropriate audit opinion
when the financial statements are materially misstated. Further, paragraph
.A3 of AU-C section 315, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement (AICPA, Professional Standards),
explains that the auditor should use professional judgment to determine the
extent of the understanding required of the entity and its environment. The
auditor's primary consideration is whether the understanding that has been
obtained is sufficient to assess risks of material misstatement of the financial
statements and to design and perform further audit procedures.

Economic and Industry Conditions—Real Estate
Market Conditions
Residential Real Estate Market Conditions
.04 The residential real estate market has been experiencing a slow recovery but continues to show signs of improvement. According to the National
Association of Realtors (NAR), the Pending Home Sales Index,1 a forwardlooking indicator based on contracts signed in June 2012, fell to 99.3, which
is down 1.4 percent from a May 2011 reading of 100.7. However, the 2012

1
The Pending Home Sales Index is a leading indicator for the housing sector and is based on
pending sales of existing homes. A sale is listed as pending when the contract has been signed but
the transaction has not closed, though the sale usually is finalized within 1 or 2 months of signing.
The National Association of Realtors (NAR) notes that an index of 100 is equal to the average level
of contract activity during 2001, which was the first year to be examined, as well as the first of 5
consecutive record years for existing home sales.
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reading is 9.5 percent higher than June 2011 when it was 90.7. According to
NAR chief economist Lawrence Yun, "[b]uyer interest remains strong but fewer
home listings mean fewer contract signing opportunities. We've been seeing a
steady decline in the level of housing inventory, which is most pronounced in
the lower price ranges popular with first-time buyers and investors."
.05 In the June edition of the Realtors® Confidence Index,2 the June buyer
traffic index stood at 60, in which a score of 50 indicates moderate confidence.
Seller confidence was 41. This disparity indicates a gap between buyer and
seller interest. However, the stronger buyer interest is a positive indicator.
.06 According to NAR, the seasonally adjusted annualized rate of existing
home sales decreased 5.4 percent to 4.37 million units in June 2012. However,
the rate increased 4.5 percent over the 4.18 million unit pace of June 2011.
NAR chief economist Lawrence Yun noted that, "[d]espite the frictions related
to obtaining mortgages, buyer interest remains solid. But inventory continues
to shrink and that is limiting buying opportunities. This, in turn, is pushing up
home prices in many markets. The price improvement also results from fewer
distressed homes in the sales mix."
.07 Total housing inventory at the end of June 2012 fell 3.2 percent to
2.39 million existing homes available for sale. The figure represents a 6.6month supply at the current sales pace, down from a 9.4-month supply in May
2012. This figure is significantly lower than the 3.77 million home inventory of
June 2012.
.08 In June 2012, the national median existing home price was $189,400.
This represents an increase of 7.9 percent from June 2011 and 4 months of
price increases. These figures include distressed sales (which normally depress
the median price) of 25 percent of the total for June 2012, unchanged from May
2012, but down 30 percent from June 2011.
.09 Echoing NAR's figures, the S&P/Case-Shiller Home Price Index
recorded increases in April 2012 in both the 10- and 20-city measures with
both rising 1.3 percent over March 2012. Although this increase is positive,
the index indicated a 1.9 percent decline in annual returns for the year ending
April 2012.3
.10 According to David M. Blitzer, chairman of the Index Committee at
Standard & Poor's (S&P), "[w]ith April 2012 data, we finally saw some rising
home prices. While one month does not make a trend, particularly during
seasonally strong buying months, the combination of rising positive monthly
index levels and improving annual returns is a good sign."
.11 According to a statement released by the Commerce Department on
July 18, 2012, U.S. housing starts were positive in June 2012, rising 6.9 percent to a seasonally adjusted annual rate of 760,000, representing the highest rate since October 2008. Single family housing starts rose 4.7 percent
from May 2012, while multifamily housing starts rose 12.8 percent from May
2012.
2
The Realtors® Confidence Index is a key indicator of housing market strength based on a
monthly survey sent by NAR to more than 50,000 real estate practitioners.
3
NAR's existing home price levels are calculated on a monthly basis, whereas the S&P/CaseShiller Home Price Index is calculated using a three-month rolling average, which affects the comparability of the two measures.
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.12 According to Freddie Mac, the national average rate for a 30-year,
conventional, fixed-rate mortgage was 3.68 percent in June 2012, representing
a record low. The interest rate continues to fall, down 12 basis points from May
2012 and down 83 basis points from June 2011.
.13 In a report dated June 18, 2012, the Mortgage Bankers Association
said that applications for home mortgages continue to increase due to demand
for refinancing based on the current record low rates.

Industrial Real Estate Market Conditions
.14 The industrial real estate market is beginning to see increased demand
and increased investment. During the first quarter of 2012, 6.6 million square
feet of new construction was delivered, nearly double the amount added in the
first quarter of 2011. Additionally, the national industrial vacancy rate has
fallen to 9.66 percent, decreasing 12 basis points from the fourth quarter of
2011.
.15 According to Colliers International, "[o]ur overall outlook is bullish for
manufacturing, intermodal transportation, port activity, and thus industrial
real estate."

Retail Real Estate Market Conditions
.16 The retail real estate market appears ready to grow again and the first
quarter of 2012 indicates that that growth has begun in earnest. According to
Colliers, although retail sales year-to-date have exceeded expectations, worries
remain about the strength of that spending as paying down personal debt has
become a concern of the broader consumer market. However, during the first
quarter of 2012, new construction continues to grow, with 1.7 million square
feet newly started and 4.9 million square feet currently under construction.
Although the vacancy rate was nearly unchanged at 10.3 percent, down only
10 basis points from the fourth quarter of 2011, any decrease is seen as a
positive sign.
.17 Colliers remains "cautiously optimistic" that the performance of the
retail sector for the remainder of 2012 will exceed expectations and, based on
commentary during many recent earnings calls, many areas of the country
have a much more positive outlook.

Office Real Estate Market Conditions
.18 The office real estate market appears to still be sorting itself out.
Although the vacancy rate has dropped slightly in the first quarter of 2012
(down 9 basis points to 14.95 percent), new construction has fallen significantly.
The oversupply of office space currently in the market has had the largest
effect on new construction. With the housing and financial crises affecting the
market for financial services demand, industries such as energy and education
are trying to recover the space, but have not yet absorbed the slack. Until the
economic situation begins to resolve itself, the outlook for the office real estate
market appears to be stagnant.

Hospitality Real Estate Market Conditions
.19 Data released for June 2012 from STR Global presents the key statistics of the U.S. hospitality market's overall health and shows a positive trend.
June 2012 occupancy increased 4.3 percent to 70.3 percent, with a 5.0 percent
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increase in the average daily rate along with a revenue per available room increase of 9.5 percent from May 2012. STR Global data show gains year-to-date
compared to the period ending June 2011 with occupancy up 3.4 percent, average daily rate up 4.4 percent, and revenue per available room up 8.0 percent.
Although the recent trends are positive, the hospitality market occupancy,
rates, and revenues all continue to be depressed overall.

Real Estate Investment Trust Market Conditions
.20 According to the National Association of Real Estate Investment
Trusts (NAREIT), real estate investment trust (REIT) shares continued their
strong performance in the first 6 months of 2012, well outpacing the return of
the broader equity markets. The Financial Times Stock Exchange NAREIT All
REITs Total Returns Index was up 4.55 percent in the second quarter and up
15.43 percent for the entire first half of 2012. Meanwhile, the S&P 500 fell 2.75
percent in the second quarter and grew 9.49 percent in the first 6 months.

Economic and Industry Conditions—Construction
Market Conditions
.21 The construction industry continues to struggle under weak demand
caused by a lack of private sector growth and falling public sector investments.
However, there are positive signs in construction employment, material prices,
and overall construction spending.
.22 Construction unemployment continues to decline, with July unemployment reaching the lowest levels since 2008 according to the Associated
General Contractors of America (AGC). This decline, however, is likely due
in part to the currently unemployed leaving the industry rather than a large
increase in demand for construction work.
.23 Certain sectors of the industry are making gains, despite not seeing
a significant increase in demand. The quickly growing multifamily and apartment sector and, to some extent, the single family housing markets are helping
to lower unemployment rates as well as certain areas of the nonresidential
market, including highway construction and private nonresidential activity.

Construction Put in Place
.24 Construction put in place is one of the nation's key economic indicators,
as reported by the U.S. Census Bureau, and represents the value of construction
installed or erected at a construction site during any given period. This includes
the cost of materials and labor, the contractor's profit, the costs of architects
and engineers, overhead, and all interest and taxes paid.
.25 According to the U.S. Census Bureau in an August 1, 2012 release,
construction spending during June 2012 was estimated at a seasonally adjusted
annual rate of $842.1 billion compared with $768.8 billion estimated for June
2011. This represents an increase of 7.0 percent year-over-year. During the
6-month period ending June 2012, construction spending amounted to $387.1
billion, more than 9.0 percent above the same period in 2011.
.26 Total residential construction, both private and public, including approximately 32.2 percent of total construction spending, saw an increase of 7
basis points over the same period in 2011. The seasonally adjusted annual rate
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of residential construction as of June 2012 was $272.0 billion compared with
$245.8 billion as of June 2011.

Public and Private Construction
.27 Both public and private construction sectors are, on a year-over-year
basis, moving in different directions. Overall construction put in place is up 6.5
percent with private construction increasing 11.6 percent and public construction shrinking by 3.8 percent. The largest percentage increases year-over-year
have been in the private multifamily and private lodging sectors while the
public power sector has seen the largest percentage decline.

Residential Construction
.28 In August 2012, the U.S. Census Bureau reported the following seasonally adjusted annual statistics from June 2011 to June 2012 for new privately
owned residential construction:

r
r
r

An increase of 19.3 percent in new privately owned housing units
authorized by permits
An increase of 23.6 percent in new privately owned housing units
started
An increase of 7.2 percent in new privately owned housing units
completed

.29 These figures are a positive leading indicator of the market and indicate that there may be growing appetite for new construction in the housing
market. As noted previously, NAR has reported that inventory continues to fall
even as completions rise, further supporting the falling months of supply from
9.4 months in May 2012 to 6.6 months in June 2012.

Construction Cost Trends
.30 According to research by the AGC, prices are rising at the slowest rate
since 2009 as the cost of steel and other metals and diesel fuel fall. According
to Ken Simonson, chief economist for the ACG, "[c]ontractors are finally seeing
sustained relief from the outsized cost increases that buffeted them last year.
The half-percent rise in the producer price index for construction inputs from
June 2011 to June 2012 was the smallest year-over-year swing since December
2009."
.31 Construction-related prices dipped in June 2012 for the second consecutive month and are only up 50 basis points from June 2011. Falling prices
in the producer price index for the following items have occurred, contributing
to the overall decline:

r
r
r

Diesel fuel prices decreased 9.0 percent in June 2012, from May
2012, and 10.7 percent since June 2011
Copper and brass milled prices decreased 4.1 percent in June
2012, from May 2012, and 12.6 percent since June 2011
Aluminum milled prices decreased 0.5 percent in June 2012, from
May 2012, and 9.2 percent since June 2011

ARA-CON .31
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Economic and Industry Related Risks—Real
Estate Ventures
Multifamily Housing Valuation
.32 With single family starts being far outpaced by multifamily starts,
rising 4.7 percent and 12.8 percent from May 2012 respectively, many in
the industry are concerned that the multifamily industry may be overheating to the point of becoming a bubble. Concern is beginning to develop that
the fast pace of construction will quickly meet and exceed demand on these
units and that developers will be left holding significant amounts of vacant
property.
.33 Auditors may need to spend additional time and resources taking a
closer look this year at the valuations placed on these properties to ensure that
the valuation is supported and is reasonable. There is a significant risk that
these properties may be carried at an inflated value.

Interest-Only Loans
.34 Standard commercial loans issued during 2007 and 2008, in the height
of the commercial real estate run, are poised to come due during 2012 and
2013. Many of these loans were made as interest-only loans, normally requiring debtors to either make a large balloon payment at maturity or to refinance
in anticipation of maturity. With the value of commercial real estate falling
significantly in recent years, lending tightening significantly, and vacancy concerns in commercial real estate, servicing these loans or modifying their terms
may prove to be extremely difficult. According to the S&P, "50%–60% of 2007
vintage five-year-term loans may fail to refinance."
.35 Auditors may need to closely examine real estate portfolios and holdings to ensure that firms are not at risk of failing to remain a going concern
under the weight of maturing debt.

Economic and Industry Related Risks—Construction
Contractors
Concentration Risk
.36 Auditors should pay special attention to concentration risk this year
as many construction customers are merging and creating larger projects and
tight lending conditions are limiting the number of projects undertaken. The
risk with fewer customers and sometimes larger projects relates to both the
customers' ability to finance the projects to completion as well as the contractors' ability to profitably manage projects on a larger scale. This dependence on
fewer customers and fewer projects may hinder a contractor's ability to recover
if or when one of its customers defaults or demands a level of work that the
contractor may overcommit to.
.37 Auditors may want to consider deeper inspection of the contractor's
customer base, major suppliers, and those larger projects that may currently
be operating at a loss to ensure that contract revenues and losses are recorded
properly and that the contract is sustainable.
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Underutilization of Labor and Allocation of Overhead
.38 With the general slowing of the economy and activity in the construction industry, many firms are struggling with excess capacity. This
excess capacity may create a problem where construction firms are facing fading projects and may be improperly allocating underutilized labor and overhead
to more profitable projects in order to create the appearance of nonloss projects.
.39 A more detailed review of cost allocation, especially overhead, may
be required in order to ensure that the proper burden for contract overhead is
being applied to projects correctly and that the estimates for future projects
are using proper burden rates based on current economic realities.

Increase in Unapproved Change Orders
.40 Because of contractor concerns regarding underutilization of labor,
firms may relax established rules around change orders. The performing of
unapproved change orders may increase in order to keep employees utilized and
to increase project profitability. Unapproved change orders need to be identified
and understood by the auditor in order to make sure that if unapproved change
orders are recorded, they are properly tested and disclosed on the financial
statements. A more detailed review of change orders and change order policies
in the current year may be considered necessary in order to mitigate the risk.

Going Concern Considerations
.41 The consideration of an entity's ability to continue as a going concern
is required in every audit performed under GAAP and is an especially important consideration given the current state of the economy, the current state
of the construction industry, and the increase in contractor bankruptcies that
many industry experts are predicting. An entity's ability to continue as a going
concern is affected by many factors related to the current uncertain economy,
such as the industry and geographic area in which it operates, the financial
health of its customers and suppliers, and financing sources.
.42 The auditor has a responsibility to evaluate whether a substantial
doubt exists about the entity's ability to continue as a going concern for a reasonable period of time. AU-C section 570, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards), notes that this is a period of time not to exceed one year beyond the
date of the financial statements being audited.
.43 Some risks related to the current state of the economy that may influence an entity's ability to continue as a going concern may include the following:

r
r
r
r
r

Tight lending conditions
Bankruptcy considerations
Low gross profit margins
Customer concentrations
Risks of the collectability of receivables

.44 If, after considering the identified conditions or events in the aggregate, the auditor believes there is substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time, the auditor should
obtain information about management's plans that are intended to mitigate
the adverse effects of such conditions or events. The auditor should
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assess whether it is likely that the adverse effects would be mitigated by management's plans for a reasonable period of time;
identify those elements of management's plans that are particularly significant to overcoming the adverse effects of the conditions or events and plan and perform procedures to obtain audit
evidence about them including, when applicable, considering the
adequacy of support regarding the ability to obtain additional financing or the planned disposal of assets; and
assess whether it is likely that such plans can be effectively implemented. When, after considering management's plans, the auditor
concludes there is substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time, the
auditor should consider the possible effects on the financial statements and the adequacy of the related disclosure.

.45 Further, if after considering identified conditions or events in the aggregate and management's plans the auditor concludes that substantial doubt
about the entity's ability to continue as a going concern for a reasonable period of time remains, the auditor should communicate the following to those
charged with governance:

r
r
r

The nature of the conditions or events identified
The possible effect on the financial statements and the adequacy
of related disclosures in the financial statements
The effects on the auditor's report

.46 If the auditor concludes, primarily because of the auditor's consideration of management's plans, that substantial doubt about the entity's ability
to continue as a going concern for a reasonable period of time has been alleviated, the auditor should consider the need for, and evaluate the adequacy of,
disclosure of the principal conditions or events that initially caused the auditor
to believe there was substantial doubt. The auditor's consideration of disclosure should include the possible effects of such conditions or events and any
mitigating factors, including management's plans.

Management Estimates
.47 Given the current economic climate, tight profit margins, and the
more competitive bidding being used, additional skepticism may be considered
necessary when considering management's underlying assumptions used in
accounting estimates. When evaluating accounting estimates, the auditor will
consider both the subjective and objective factors with professional skepticism.
.48 Common accounting estimates in the construction industry that may
require additional attention may include the following:

r
r
r
r
r
r
r

ARA-CON .45

Costs to complete
Contract penalties and incentives
Profit from change orders
Revenue from claims
Overhead burden rates used
Allocation of equipment costs
Stage of completion
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Accounts receivable allowance
Assumptions regarding impairments of long-lived assets
Assumptions regarding deferred tax valuation allowances and effective tax rates

.49 As discussed in paragraph .A81 of AU-C section 540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and Related
Disclosures (AICPA, Professional Standards), key factors and assumptions that
the auditor may perform audit procedures to evaluate for reasonableness include the following:

r
r
r
r
r

The general economic environment and the entity's economic circumstances
The plans of the entity
Assumptions made in prior periods, if relevant
The experience of, or previous conditions experienced by, the entity to the extent this historical information may be considered
representative of future conditions or events4
Other assumptions used by management relating to the financial
statements

.50 Paragraph .A82 of AU-C section 540 states that the reasonableness
of the assumptions used may depend on management's intent and ability to
carry out certain courses of action. Management often documents plans and
intentions relevant to specific assets or liabilities, and the financial reporting
framework may require it to do so. Although the extent of audit evidence to
be obtained about management's intent and ability is a matter of professional
judgment, the auditor's procedures may include the following:

r
r
r
r
r

Review of management's history of carrying out its stated intentions
Review of written plans and other documentation, including,
when applicable, formally approved budgets, authorizations, or
minutes
Inquiry of management about its reasons for a particular course
of action
Review of events occurring subsequent to the date of the financial
statements and up to the date of the auditor's report
Evaluation of the entity's ability to carry out a particular course
of action given the entity's economic circumstances, including the
implications of its existing commitments

.51 Estimates specific to construction contractors where auditors may
focus increase may include the following:

r

Subsequent contract activity, including year-end contract status,
significant modifications and change orders since year-end, and
collectability

4
With the recent downward trend in the construction industry, historical information may
not represent the most reliable information when reviewing management's estimates. An auditor's
awareness of the company's recent history and performance is critical to determining the validity of
using historical performance as a key driver of estimates of future performance.
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Unapproved change orders included in the contract price without
a basis to include in the contract price or without proper disclosure
in the financial statements
Underestimation of estimated cost to complete on contracts in
progress and potential projects, including labor, materials, and
equipment cost estimates
Cost shifting from a closed project to an open project in order to
increase the percentage complete on a contract in progress

Accounting Developments—Real Estate Ventures
FASB ASU No. 2011-10, Property, Plant, and Equipment
(Topic 360): Derecognition of in Substance Real Estate—a
Scope Clarification (a consensus of the FASB Emerging Issues
Task Force)
.52 In December 2011, the Financial Accounting Standards Board (FASB)
issued Accounting Standards Update (ASU) No. 2011-10. Under the amendments in this ASU, when a parent (reporting entity) ceases to have a controlling financial interest (as described in FASB Accounting Standards Codification [ASC] 810-10) in a subsidiary that is in substance real estate as a result
of default on the subsidiary's nonrecourse debt, the reporting entity should
apply the guidance in FASB ASC 360-20 to determine whether it should derecognize the in substance real estate. Generally, a reporting entity would not
satisfy the requirements to derecognize the in substance real estate before the
legal transfer of the real estate to the lender and the extinguishment of the
related nonrecourse indebtedness. That is, even if the reporting entity ceases
to have a controlling financial interest under FASB ASC 810-10, the reporting
entity would continue to include the real estate, debt, and the results of the
subsidiary's operations in its consolidated financial statements until legal title
to the real estate is transferred to legally satisfy the debt.
.53 The amendments in this ASU should be applied on a prospective basis
to deconsolidation events occurring after the effective date. Prior periods should
not be adjusted even if the reporting entity has continuing involvement with
previously derecognized in substance real estate entities.
.54 For public entities, the amendments in this ASU are effective for
fiscal years, and interim periods within those years, beginning on or after June
15, 2012. For nonpublic entities, the amendments are effective for fiscal years
ending after December 15, 2013, and interim and annual periods thereafter.
Early adoption is permitted.

Accounting Developments—Construction Contractors
FASB ASU No. 2011-08, Intangibles—Goodwill and Other
(Topic 350): Testing Goodwill for Impairment
.55 In September 2011, FASB issued ASU No. 2011-08. Under the amendments in this ASU, an entity has the option to first assess qualitative factors
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to determine whether the existence of events or circumstances leads to a determination that it is more likely than not that the fair value of a reporting
unit is less than its carrying amount. If, after assessing the totality of events
or circumstances, an entity determines it is not more likely than not that the
fair value of a reporting unit is less than its carrying amount, then performing
the two-step impairment test is not required. However, if an entity concludes
otherwise, then it is required to perform the first step of the two-step impairment test by calculating the fair value of the reporting unit and comparing
the fair value with the carrying amount of the reporting unit, as described
in FASB ASC 350-20-35-4. If the carrying amount of a reporting unit exceeds
its fair value, then the entity is required to perform the second step of the
goodwill impairment test to measure the amount of the impairment loss, if
any, as described in FASB ASC 350-20-35-9. Under the amendments in this
ASU, an entity has the option to bypass the qualitative assessment for any
reporting unit in any period and proceed directly to performing the first step of
the two-step goodwill impairment test. An entity may resume performing the
qualitative assessment in any subsequent period.
.56 In reaching its conclusion about whether it is more likely than not that
the fair value of a reporting unit is less than its carrying amount, an entity
should consider the extent to which each of the adverse events or circumstances
identified could affect the comparison of a reporting unit's fair value with
its carrying amount. An entity should place more weight on the events and
circumstances that most affect a reporting unit's fair value or the carrying
amount of its net assets. Also, an entity should consider positive and mitigating
events and circumstances that may affect its determination of whether it is
more likely than not that the fair value of a reporting unit is less than its
carrying amount. If an entity has a recent fair value calculation for a reporting
unit, it also should include as a factor in its consideration the difference between
the fair value and the carrying amount in deciding whether the first step of the
impairment test is necessary.
.57 Under the amendments, an entity no longer is permitted to carry
forward its detailed calculation of a reporting unit's fair value from a prior
year as previously permitted by FASB ASC 350-20-35-29.
.58 The amendments do not change the current guidance for testing other
indefinite-lived intangible assets for impairment. However, on July 27, 2012
FASB issued, FASB ASU No. 2012-02, Intangibles—Goodwill and Other (Topic
350): Testing Indefinite-Lived Intangible Assets for Impairment. The objective of
the amendments in ASU No. 2012-02 is to reduce the cost and complexity of performing an impairment test for indefinite-lived intangible assets by simplifying
how an entity tests those assets for impairment and to improve consistency in
impairment testing guidance among long-lived asset categories. More information regarding this ASU is located in the "On the Horizon—Construction
Contractors" section of this alert.
.59 The amendments for ASU No. 2011-08 are effective for annual and
interim goodwill impairment tests performed for fiscal years beginning after
December 15, 2011. Early adoption is permitted, including for annual and
interim goodwill impairment tests performed as of a date before September 15,
2011, if an entity's financial statements for the most recent annual or interim
period have not yet been issued or, for nonpublic entities, have not yet been
made available for issuance.
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FASB ASU No. 2011-09, Compensation—Retirement
Benefits—Multiemployer Plans (Subtopic 715-80): Disclosures
about an Employer’s Participation in a Multiemployer Plan
.60 On September 21, 2011, FASB issued ASU No. 2011-09. The update
is intended to address a perceived lack of transparency regarding employer
participation in multiemployer plans.
.61 A unique characteristic of a multiemployer plan is that assets contributed by one employer may be used to provide benefits to employees of other
participating employers. If a participating employer fails to make its required
contributions, the unfunded obligations of the plan may be paid out using assets contributed by the remaining participating employers. The amendments in
this ASU will require additional disclosures about an employer's participation
in a multiemployer pension plan.
.62 This update requires an employer to provide additional quantitative
and qualitative disclosures about individually significant plans and about all
plans in the aggregate. The significance of a plan to the employer should consider both the employer's contribution and qualitative factors, such as the
severity of the underfunded status of the plan.
.63 Additional disclosures required by this ASU include the following:

r
r
r
r
r
r

A narrative description of both the general nature of the multiemployer plans that provide pension benefits and the employer's
participation in the plans that would indicate how the risks of
participating in these plans are different from a single-employer
plan
The most recently available certified zone status provided by the
plan, or if zone status is not available, the total plan assets and
accumulated benefit obligations
The funding status of the plan
Information on collectively bargained agreements related to the
plan
Discussion of the nature and effect of any significant changes that
affect comparability from period to period
Additional basic plan information may be required if such information is not available in the public domain

.64 The amount of effort required by union contractors to obtain the information necessary for the expanded disclosures could be extensive. Auditors
should be proactive in discussing the new disclosure requirements with their
clients to ensure that they understand what is required and have a plan in
place to gather the necessary information.
.65 For public entities, the amendments in this ASU are effective for
annual periods for fiscal years ending after December 15, 2011, with early
adoption permitted. For nonpublic entities, the amendments are effective for
annual periods for fiscal years ending after December 15, 2012, with early
adoption permitted. The amendments should be applied retrospectively for all
prior periods presented.
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FASB ASU No. 2011-05, Comprehensive Income (Topic 220):
Presentation of Comprehensive Income
.66 In June 2011, FASB issued ASU No. 2011-05. Under the amendments
to FASB ASC 220, Comprehensive Income, in this ASU, an entity has the option
to present the total of comprehensive income, the components of net income,
and the components of other comprehensive income either in a single continuous statement of comprehensive income or in two separate, but consecutive,
statements. In both choices, an entity is required to present each component
of net income along with total net income, each component of other comprehensive income along with a total for other comprehensive income, and a total
amount for comprehensive income. In a single continuous statement, the entity
is required to present the components of net income and total net income, the
components of other comprehensive income and a total for other comprehensive income, along with the total of comprehensive income in that statement.
In the two-statement approach, an entity is required to present components of
net income and total net income in the statement of net income. The statement
of other comprehensive income should immediately follow the statement of net
income and include the components of other comprehensive income and a total
for other comprehensive income, along with a total for comprehensive income.
Regardless of whether an entity chooses to present comprehensive income in
a single continuous statement or in two separate, but consecutive, statements,
the entity is required to present on the face of the financial statements reclassification adjustments for items that are reclassified from other comprehensive
income to net income in the statement(s) where the components of net income
and the components of other comprehensive income are presented.
.67 The amendments in this ASU do not change the items that must be
reported in other comprehensive income or when an item of other comprehensive income must be reclassified to net income. The amendments do not change
the option for an entity to present components of other comprehensive income
either net of related tax effects or before related tax effects, with one amount
shown for the aggregate income tax expense or benefit related to the total of
other comprehensive income items. In both cases, the tax effect for each component must be disclosed in the notes to the financial statements or presented in
the statement in which other comprehensive income is presented. The amendments do not affect how earnings per share is calculated or presented.
.68 The amendments in this ASU should be applied retrospectively. For
public entities, the amendments are effective for fiscal years and interim periods within those years beginning after December 15, 2011. For nonpublic
entities, the amendments are effective for fiscal years ending after December
15, 2012, and interim and annual periods thereafter. Early adoption is permitted because compliance with the amendments is already permitted. The
amendments do not require any transition disclosures.

FASB ASU No. 2011-12, Comprehensive Income (Topic 220):
Deferral of the Effective Date for Amendments to the Presentation
of Reclassifications of Items Out of Accumulated Other
Comprehensive Income in Accounting Standards Update
No. 2011-05
.69 In December 2011, FASB issued ASU No. 2011-12. In order to defer only those changes in ASU No. 2011-05 that relate to the presentation of
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reclassification adjustments, the paragraphs in this ASU supersede certain
pending paragraphs in ASU No. 2011-05. The amendments are being made to
allow FASB time to redeliberate whether to present on the face of the financial
statements the effects of reclassifications out of accumulated other comprehensive income on the components of net income and other comprehensive income
for all periods presented. While FASB is considering the operational concerns
about the presentation requirements for reclassification adjustments and the
needs of financial statement users for additional information about reclassification adjustments, entities should continue to report reclassifications out
of accumulated other comprehensive income consistent with the presentation
requirements in effect before ASU No. 2011-05.
.70 All other requirements in ASU No. 2011-05 are not affected by this
ASU. Public entities should apply these requirements for fiscal years and interim periods within those years beginning after December 15, 2011. Nonpublic
entities should begin applying these requirements for fiscal years ending after
December 15, 2012, and interim and annual periods thereafter.
.71 The amendments in this ASU are effective at the same time as the
amendments in ASU No. 2011-05 so that entities will not be required to comply with the presentation requirements in ASU No. 2011-05 that this ASU is
deferring. For this reason, the transition guidance in FASB ASC 220-10-65-2 is
consistent with that for ASU No. 2011-05. The amendments in this ASU are effective for public entities for fiscal years and interim periods within those years
beginning after December 15, 2011. For nonpublic entities, the amendments
are effective for fiscal years ending after December 15, 2012, and interim and
annual periods thereafter.

Auditing Developments
The Clarity Project
Introduction
.72 With the release of Statement on Auditing Standards (SASs) Nos.
122–126, the Auditing Standards Board (ASB) has substantially completed its
project to redraft all the auditing sections in AICPA Professional Standards.
The issuance of the clarified standards reflects the ASB's established clarity
drafting conventions designed to make the standards easier to read, understand, and apply. Among other improvements, generally accepted auditing
standards (GAAS) now specify more clearly the objectives of the auditor and
the requirements with which the auditor has to comply when conducting an
audit in accordance with GAAS.
.73 As the ASB redrafted the standards for clarity, it also converged the
standards with the International Standards on Auditing (ISAs), issued by the
International Auditing and Assurance Standards Board.
.74 Although the purpose of redrafting the auditing standards is for clarity
and convergence and not to create additional requirements, auditors will need
to make some adjustments to their practices as a result of this project.

Effective Date
.75 The clarified standards generally will be effective for audits of financial
statements for periods ending on or after December 15, 2012. Thus, the clarified
standards will be effective for calendar year 2012 audits.
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Impact of the Clarity Project
.76 The revisions to GAAS, while extensive, do not create many substantial requirements or change many existing requirements. Most are consistent
with existing GAAS. Some, however, do contain significant changes from the
extant5 standards and require auditors to prepare accordingly. Auditors need
to continue preparing for the transition to the clarified standards, which are effective for calendar year 2012 audits. A smooth transition requires information,
education, and training.
.77 To assist you in the transition, the following paragraphs highlight
some important steps you can take to start preparing for the clarified standards
and minimize the impact of the transition on your firm and your clients.
.78 First, familiarize yourself with the clarified standards, including the
application material, appendixes, and exhibits. The ASB has redrafted its SASs
and Statements on Quality Control Standards using a drafting convention
called the clarity format. This new format is clear, consistent, and easy to
understand.6
.79 The clarity format presents each standard in these categories:

r
r
r
r
r

Introduction. The introduction explains the purpose and scope of
the standard.
Objective. The objective defines the context in which the requirements are set.
Definitions. The definitions section, included where relevant, explains specific meanings of terms in the standard.
Requirements. The requirements set out what the auditor is required to do to achieve the objective of the standard. Requirements
are expressed using the words "the auditor should" or "the auditor
must."
Application and Other Explanatory Material. Application and
other explanatory material paragraphs are cross-referenced to
the requirements and provide further explanation of, and guidance for, carrying out the requirements of the standard. These
paragraphs are an integral part of the standard and the auditor
is required to read and understand the entire text of the standard,
including these paragraphs, in order to understand the objectives
of the standard and apply its requirements properly.

.80 Other clarity drafting conventions include the following:

r
r
r

Where appropriate, special considerations relevant to audits of
smaller, less complex entities within the text of the standard
Where appropriate, special considerations relevant to audits of
governmental entities within the text of the standard
Formatting techniques, such as bullet lists, to enhance readability

5
The term extant is used throughout this alert in reference to the standards that are superseded
by the clarified standards.
6
The Auditing Standards Board is also clarifying the attestation standards and the Accounting Review Standards Committee is clarifying the compilation and review standards following this
format.
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.81 After reviewing the standards and becoming familiar with the
changes, identify the timing for transitioning the clarified standards for each
engagement. For example, several new requirements may involve planning
discussions with the client, some may affect interim testing and other fieldwork, and some may require changes to the report. Steps your firm can take to
implement the standards may include the following:

r
r

Appoint a person or team to be in charge of the transition

r
r

Provide training for all audit staff

r

Consider establishing small task forces of staff at different levels
to develop revisions to the firm's audit methodologies
Review your client base to determine those clients that will be
affected first
Provide an overview of how the audit engagement may change for
key client personnel

.82 In addition to determining any changes necessary to audit procedures
and training in accordance with your firm's quality control procedures, you
will need to revise firm guidance and audit methodology to refer to the clarified
standards. The effort required for these revisions will depend on the level of
detail of such references in your firm's methodology.
.83 AICPA Audit Risk Alert Understanding the Clarified Auditing Standards (product nos. ARACLA12P and ARACLA12E) identifies the substantive
and clarifying changes in requirements from the Clarity Project and includes
a mapping schedule tracking the extant standards to the clarified standards.
.84 Additional information and resources, including a Learning and Implementation Plan for firms, are available on the AICPA's clarity webpage at
www.aicpa.org/sasclarity.

Recent Audit Peer Review Findings
.85 The most common issue documented in recently submitted peer reviews under the AICPA's Peer Review Program relates to proper documentation of required procedures during the audit. Audit teams across industries,
including construction and real estate, are being noted for lack of proper documentation of procedures performed, including those procedures that require
mandatory documentation.
.86 The most frequently observed lack of sufficiency in documentation
has occurred with documentation related to communication with management
under AU section 380, The Auditor's Communication With Those Charged With
Governance, clarified in AU-C section 260, The Auditor's Communication With
Those Charged With Governance (AICPA, Professional Standards).
.87 AU-C section 260 establishes standards and provides guidance on the
auditor's communication with those charged with governance in relation to
an audit of financial statements. It describes the role of communication, legal
considerations, those who are charged with governance, management, matters
to be communicated, the communication process, and documentation.
.88 Paragraphs .10–.13 of AU-C section 260 discuss the items that the
auditor should communicate with those charged with governance and include

ARA-CON .81

Real Estate and Construction Industry Developments—2012/13

r

17

the auditor's responsibilities with regard to the financial statement audit, including that
— the auditor is responsible for forming and expressing
an opinion about whether the financial statements that
have been prepared by management, with the oversight
of those charged with governance, are prepared, in all
material respects, in conformity with the applicable financial reporting framework and

r
r

— the audit of the financial statements does not relieve
management or those charged with governance of their
responsibilities.
an overview of the planned scope and timing of the audit.
the auditor's views about qualitative aspects of the entity's significant accounting practices, including accounting policies, accounting estimates, and financial statement disclosures. When
applicable, the auditor should
— explain to those charged with governance why the auditor considers a significant accounting practice that is
acceptable under the applicable financial reporting
framework not to be most appropriate to the particular
circumstances of the entity and

r
r
r
r

r

— determine that those charged with governance are informed about the process used by management in formulating particularly sensitive accounting estimates, including fair value estimates, and about the basis for
the auditor's conclusions regarding the reasonableness
of those estimates.
significant difficulties, if any, encountered during the audit.
disagreements with management, if any.
other findings or issues, if any, arising from the audit that are,
in the auditor's professional judgment, significant and relevant to
those charged with governance regarding their responsibility to
oversee the financial reporting process.
uncorrected misstatements accumulated by the auditor and the
effect that they, individually or in the aggregate, may have on
the opinion in the auditor's report. The auditor's communication
should identify material uncorrected misstatements individually.
The auditor should request that uncorrected misstatements be
corrected.
the effect of uncorrected misstatements related to prior periods
on the relevant classes of transactions, account balances or disclosures, and the financial statements as a whole.

.89 Paragraph .16 of AU-C section 260 states that the auditor should communicate in writing with those charged with governance significant findings
from the audit when, in the auditor's professional judgment, oral communication would not be adequate. This communication need not include matters
that arose during the course of the audit that were communicated with those
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charged with governance and satisfactorily resolved. Other communications
may be oral or in writing.
.90 In addition to inadequate documentation of items related to communication with those charged with governance, firms struggled with documentation related to the following:

r
r
r

Understanding of internal control processes and effectiveness
Sampling procedures, including determination of sample size and
test objectives
Consideration of the IT environment

.91 Also, a frequently observed lack of sufficiency in documentation has
occurred with documentation related to communication of internal control deficiencies under AU section 325, Communicating Internal Control Related Matters Identified in an Audit, clarified in AU-C section 265, Communicating Internal Control Related Matters Identified in an Audit (AICPA, Professional
Standards).
.92 AU-C section 265 establishes standards and provides guidance on the
auditor's responsibility to appropriately communicate to those charged with
governance and management deficiencies in internal control that the auditor
has identified in an audit of financial statements.
.93 AU-C section 265 states that the auditor should communicate in writing to those charged with governance, on a timely basis, significant deficiencies
and material weaknesses identified during the audit, including those that were
remediated during the audit.
.94 Further, the auditor should communicate, on a timely basis, to management at an appropriate level of responsibility, in writing, significant deficiencies and material weaknesses that the auditor has communicated or intends to communicate to those charged with governance, unless it would be
inappropriate to communicate directly to management in the circumstances.
Communication should also be made to management at an appropriate level of
responsibility, in writing or orally, other deficiencies in internal control identified during the audit that have not been communicated to management by
other parties and that, in the auditor's professional judgment, are of sufficient
importance to merit management's attention.
.95 When the auditor communicates deficiencies in internal control to
management, the auditor should document the communications and such communications should be documented no later than 60 days following the report
release date.

On the Horizon—FASB and IASB Joint Projects
.96 Auditors should keep abreast of accounting developments and upcoming guidance that may affect their engagements. The following sections present
brief information about some ongoing projects that have particular significance to the construction and real estate industries. Remember that exposure
drafts are nonauthoritative and cannot be used as a basis for changing existing
standards.
.97 Information on, and copies of, outstanding exposure drafts may be obtained from the various standard setters' websites. These websites contain
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in-depth information about proposed standards and other projects in the
pipeline. Many more accounting and auditing projects exist in addition to those
discussed here. Readers should refer to the Audit Risk Alert General Accounting and Auditing Developments (product nos. ARAGEN12P and ARAGEN12E)
for further information.

Proposed ASU (Revised) Revenue Recognition (Topic 605):
Revenue from Contracts with Customers (including proposed
amendments to the FASB Accounting Standards Codification®)
.98 On November 14, 2011, FASB and the International Accounting Standards Board (IASB) published for public comment a revised joint exposure
draft, Revenue from Contracts with Customers. Comments on the revised exposure draft were due by March 13, 2012.
.99 The revenue recognition project is intended to develop a single, common revenue recognition model that can be applied to a wide range of industries
and transaction types. The standards resulting from this project will eliminate
weaknesses and inconsistencies between the existing standards. A joint discussion paper issued by the boards proposed a single revenue recognition model.
The proposed standard would replace International Accounting Standard (IAS)
18, Revenue; IAS 11, Construction Contracts; and related interpretations in International Financial Reporting Standards (IFRSs). Under GAAP, the final
standard would supersede most of the guidance contained in FASB ASC 605,
Revenue Recognition. The core principle of the draft standard is that an entity
should recognize revenue from contracts when it transfers goods or services to
the customer in the amount of consideration that the entity receives, or expects
to receive, from the customer.
.100 The revisions made to the exposure draft appear to be more favorable
to the construction industry. The revisions resulted in a revenue recognition
process much closer to FASB ASC 605-35 and now more closely mirror the
historical source Statement of Position 81-1, Accounting for Performance of
Construction-Type and Certain Production-Type Contracts (percentage of completion accounting).
.101 Several key elements within the original exposure draft for revenue
recognition have changed in the revised draft. These changes are favorable to
the construction industry and include the following:

r
r
r

A construction contract will more likely be accounted for as a
single performance obligation as opposed to multiple performance
obligations.
Clarifying language has been added that allows revenue to be
recognized continuously over the contract period as opposed to a
point in time.
Additional guidance on the use of input and output methods in
measuring progress towards completion is included. Input methods (cost to cost) are generally permissible, especially when output
methods are difficult and costly to measure.

.102 Of concern to construction contractors, the recognition of revenues
for uninstalled materials located at the jobsite continues to need clarification.
It is expected that this item will be further clarified if additional changes to
the revised exposure draft are deemed warranted.

ARA-CON .102

20

Audit Risk Alert

.103 As part of the outreach effort on the exposure draft, the boards hosted
a series of public roundtables in April and May 2012. The boards are scheduled
to redeliberate tentative conclusions based on feedback received throughout
2012, with substantial redeliberations expected to be complete in 2012 and a
final standard to be issued in early 2013. Although no definitive information
on the effective date is currently available, many believe that there will be an
extended implementation period and that the standard may become effective
in 2015.

Proposed ASU Leases (Topic 840)
.104 On August 17, 2010, FASB and the IASB jointly issued the exposure
drafts Leases that would establish an accounting model to ensure that assets
and liabilities arising under leases are recognized in the statement of financial
position.
.105 The proposed leases standard would have a significant impact on
both the construction and real estate industries.
.106 Among the key provisions of the exposure drafts, lessees and lessors
would apply a right-of-use model in accounting for all leases (including leases
of right-of-use assets in a sublease) other than leases of biological and intangible assets, leases to explore for or use natural resources, and leases of some
investment properties.
.107 The boards received nearly 800 comment letters on the exposure
drafts, expressing a variety of concerns. The boards have been redeliberating
the exposure drafts, and have tentatively decided to significantly change some
provisions, to refine others, and to continue redeliberating still other provisions.
.108 The boards have tentatively agreed to make certain significant
changes to the proposed accounting standard including the following:

r

r
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The boards tentatively agreed on a lease accounting model under
which some leases would be accounted for under an approach similar to that proposed in the exposure draft and other leases would
be accounted for under an approach that results in a straightline lease expense. Lessors and lessees would distinguish between
leases to which the two approaches apply based on whether the
lessee acquires and consumes more than an insignificant portion
of the underlying asset over the lease term.
The exposure drafts proposed giving lessors an option to elect,
on a lease-by-lease basis, not to recognize assets and liabilities
from a short-term lease in the statement of financial position,
nor derecognize any portion of the underlying asset. In contrast,
the EDs proposed giving lessees an option to elect, on a lease-bylease basis, to measure (a) the liability to make lease payments
at the undiscounted amount of the lease payments and (b) the
right-of-use asset at the undiscounted amount of lease payments
plus initial direct costs. Short-term leases would, nevertheless, be
required to be capitalized by the lessee under the exposure drafts.
The boards have tentatively agreed to instead give lessees an
option similar to the option proposed for lessors; that is, to elect,
by class of underlying asset, not to recognize assets and liabilities
from a short-term lease in the statement of financial position.
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The boards tentatively decided that the lease term should be defined as the contracted noncancellable period plus any option periods for which there is a clear economic incentive for the lessee to
exercise the option, or for an entity not to exercise an option to terminate the lease. This differs from the exposure drafts' definition
with regards to the longest possible lease term that is more likely
than not to occur, taking into account the effect of any options to
extend or terminate the lease, with which almost all respondents
to the exposure drafts disagreed.
The boards have agreed to clarify the exposure drafts' definition of
a lease, which was similar to definitions in U.S. GAAP and IFRS.
Under the clarified definition, whether a contract contains a lease
would be determined on the basis of the substance of the contract
by assessing whether
— the fulfillment of the contract depends on the use of a
specified asset. A specified asset must be explicitly or
implicitly identifiable. A physically distinct portion of a
larger asset of which a customer has exclusive use is a
specified asset; a capacity portion of a larger asset that
is not physically distinct is not a specified asset.
— the contract conveys the right to control the use of a specified asset for a period of time. A contract would convey
that right if the customer has the ability to direct the
use, and receive the benefits from use, of a specified asset throughout the lease term.

.109 The boards' plan to reexpose the standards in the fourth quarter of
2012 and auditors in the construction and estate industries should be mindful
of the potential changes that this proposed accounting standard may bring to
the industries.
.110 Although no definitive information on the effective date is currently
available, many believe that there will be an extended implementation period
and that the standard may become effective in 2017; however, the retrospective
application provision in the current exposure draft may require retrospective
application to 2015.

On the Horizon—Real Estate Ventures
Proposed ASU Financial Services—Investment Companies (Topic
946): Amendments to the Scope, Measurement, and Disclosure
Requirements
.111 On October 21, 2011, FASB issued the proposed ASU Financial
Services—Investment Companies (Topic 946): Amendments to the Scope, Measurement, and Disclosure Requirements, which is a result of joint efforts with
the IASB to develop consistent criteria for determining whether an entity is
an investment company. Under U.S. GAAP, investment companies carry all
of their investments at fair value, even if they hold a controlling interest in
another company.
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.112 The primary changes in the proposed ASU relate to which entities
would be considered investment companies as well as certain disclosure and
presentation requirements. The proposed ASU amendments would improve
the comparability between entities that meet the criteria to be investment
companies under U.S. GAAP and those that meet the criteria to be investment
entities under the IASB's proposed amendments to IFRS.
.113 The proposal clarifies that an entity that invests in real estate properties and meets the criteria to be an investment property entity under proposed
ASU Real Estate—Investment Property Entities (Topic 973) would not be an
investment company, as discussed in the following section.
.114 In addition to the changes to the criteria for determining whether an
entity is an investment company, FASB also proposed that an investment company consolidate another investment company if it holds a controlling financial
interest in the entity.

Proposed ASU Real Estate—Investment Property Entities
(Topic 973)
.115 On October 21, 2011, FASB issued the proposed ASU Real Estate—
Investment Property Entities (Topic 973), which is intended to develop accounting guidance for investment property entities. This proposed ASU would require an entity that meets certain criteria to measure its investment properties
at fair value, rather than to apply lease accounting to each individual lease.
The proposed amendments would also introduce additional presentation and
disclosure requirements for an investment property entity.
.116 FASB noted that this proposed ASU is a result of its efforts to align
the scope of entities that would apply the proposed lessor accounting model
under U.S. GAAP and IFRS and to address the diversity in practice about the
accounting by real estate entities.
.117 An entity that invests in a real estate property or properties but
does not meet the proposed criteria to be an investment property entity may be
within the scope of proposed ASU Financial Services—Investment Companies
(Topic 946): Amendments to the Scope, Measurement, and Disclosure Requirements, as previously discussed.

On the Horizon—Construction Contractors
ASU No. 2012-02, Intangibles—Goodwill and Other (Topic 350):
Testing Indefinite-Lived Intangible Assets for Impairment
.118 On July 27, 2012, FASB issued ASU No. 2012-02. The objective of the
amendments in this update is to reduce the cost and complexity of performing
an impairment test for indefinite-lived intangible assets by simplifying how
an entity tests those assets for impairment and to improve consistency in impairment testing guidance among long-lived asset categories. The amendments
permit an entity first to assess qualitative factors to determine whether it is
more likely than not that an indefinite-lived intangible asset is impaired as a
basis for determining whether it is necessary to perform the quantitative impairment test in accordance with FASB ASC 350-30. The more-likely-than-not
threshold is defined as having a likelihood of more than 50 percent.
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.119 The amendments are effective for annual and interim impairment
tests performed for fiscal years beginning after September 15, 2012. Early
adoption is permitted, including for annual and interim impairment tests performed as of a date before July 27, 2012, if a public entity's financial statements
for the most recent annual or interim period have not yet been issued or, for
nonpublic entities, have not yet been made available for issuance.

Resource Central
.120 The following are various resources that practitioners engaged in the
real estate and construction industries may find beneficial.

Publications
.121 Practitioners may find the following publication useful. Choose the
format best for you (print, online, or e-book):

r

Audit and Accounting Guide Construction Contractors (2012)
(product nos. AAGCON12P [paperback], WCC-XX [online], or
AAGCON12E [e-book])

Continuing Professional Education
.122 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and industry, including the following specifically related to the real estate and construction industries:

r
r
r
r
r
r

Real Estate Accounting and Financial Reporting: Tackling the
Complexities (product no. 734623)
Real Estate Accounting and Auditing (product no. 730612)
Advanced Real Estate Accounting, Auditing & Taxation (product
no. 745922)
Construction Contractors Advanced Issues (product no. 731998)
Construction Contractors: Accounting, Auditing and Tax (product
no. 736435)
Accounting and Finance for Construction Contractors (product
no. 756444)

.123 Visit www.cpa2biz.com for a complete list of CPE courses.

Online CPE
.124 AICPA CPExpress, offered exclusively through CPA2Biz, is the
AICPA's flagship online learning product. AICPA members pay $180 for a
new subscription and $145 for the annual renewal. Nonmembers pay $435
for a new subscription and $375 for the annual renewal. Divided into 1-credit
and 2-credit courses that are available 24 hours a day, 7 days a week, AICPA
CPExpress offers hundreds of hours of learning in a wide variety of topics.
.125 To register or learn more, visit www.cpa2biz.com.

Webcasts
.126 Stay plugged in to what is happening and earn CPE credit right
from your desktop. AICPA webcasts are high quality CPE programs (typically
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two to three hours each) that bring you the latest topics from the profession's
leading experts. Broadcast live, they allow you to interact with the presenters and join in the discussion. If you cannot make the live event, each webcast is archived. For additional details on available webcasts, please visit
www.cpa2biz.com/AST/AICPA CPA2BIZ Browse/Store/Webcasts.jsp.

Member Service Center
.127 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.

Hotlines
Accounting and Auditing Technical Hotline
.128 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research your question and call you back with the answer. The hotline is available from 9 a.m. to 8 p.m. EST on weekdays. You can reach the Technical Hotline at 877.242.7212 or online at www.aicpa.org/Research/Technical
Hotline/Pages/TechnicalHotline.aspx. Members can also e-mail questions to
aahotline@aicpa.org. Additionally, members can submit questions by completing a Technical Inquiry form found on the same website.

Ethics Hotline
.129 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888. 777.7077 or by e-mail at ethics@aicpa.org.

AICPA Online Professional Library: Accounting
and Auditing Literature
.130 The AICPA has created your core accounting and auditing library online. The AICPA Online Professional Library is now customizable to suit your
preferences or your firm's needs. Or, you can sign up for access to the entire
library. Get access—anytime, anywhere—to the FASB Accounting Standards
CodificationTM and the AICPA's latest Professional Standards, Technical Practice Aids, Audit and Accounting Guides, Audit Risk Alerts, Accounting Trends
& Techniques, and more. To subscribe to this essential online service for accounting professionals, visit www.cpa2biz.com.

Codified Clarity Standards
.131 The most recent updates to the codified clarity standards are in
AICPA Professional Standards accessed through the AICPA Online Professional Library. This online codified resource is what you need to update your
firm audit methodology and begin understanding how clarity changes certain
ways you perform your audits. Visit www.cpa2biz.com and search for product
no. WPS-XX for access to AICPA Professional Standards online.
.132 The codification of clarified standards includes various resources,
including
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a preface, "Principles Underlying the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards";
a glossary of terms defined in the standards;
appendixes describing the differences between GAAS and the
ISAs; and
a table mapping the extant AU sections to the clarified AU-C
sections.

.133 The AICPA publishes annually, in paperback, the codified standards in both the Codification of Statements on Auditing Standards (product
nos. ACODSAS12P or ACODSAS12E) and Professional Standards (product no.
APS12P).

Financial Reporting Center of AICPA.org
.134 CPAs face unprecedented changes in financial reporting. As such, the
AICPA has created the Financial Reporting Center to support the execution
of high quality financial reporting. This center provides exclusive memberonly resources for the entire financial reporting process and can be accessed at
www.aicpa.org/frc.
.135 The Financial Reporting Center provides timely and relevant news,
guidance, and examples supporting the financial reporting process, including accounting, preparing financial statements and performing compilation
reviews, audit, attest, or assurance and advisory engagements.
.136 For example, the Financial Reporting Center offers a dedicated section to the Clarity Project. For the latest resources available to help you implement the clarified standards, visit the "Improving the Clarity of Auditing
Standards" page at www.aicpa.org/SASClarity.

Industry Conference
.137 The AICPA offers an annual National Real Estate Conference in the
fall. The National Real Estate Conference is a 2-day conference designed to
update attendees on recent developments related to the real estate industry.
In 2012, the conference will be held November 5 and 6 in Las Vegas. For further
information about the conference, call 888.777.7077 or visit www.cpa2biz.com.
.138 Additionally, the AICPA offers an annual National Construction Industry Conference in the winter. The National Construction Industry Conference is a 2-day conference designed to update attendees on recent developments
related to the construction industry. In 2012, the conference will be held December 6 and 7 in Las Vegas. For further information about the conference,
call 888.777.7077 or visit www.cpa2biz.com.

Industry Websites
.139 The Internet covers a vast amount of information that may be valuable to auditors of real estate and construction entities, including current industry trends and developments.
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.140 Some of the more relevant sites for auditors with real estate clients
include those shown in the following table:
Organization

Website

American Securitization Forum

www.americansecuritization.com

CB Richard Ellis

www.cbre.com

Colliers International

www.colliers.com

Lodging Econometrics

www.lodging-econometrics.com

Mortgage Bankers Association

www.mbaa.org

National Association of Real Estate
Investment Trusts

www.reit.com

National Association of Realtors

www.realtor.org

Real Estate Research Corporation

www.rerc.com

The Real Estate Roundtable

www.rer.org

RealtyTrac

www.realtytrac.com

Reis, Inc.

www.reis.com

STR Global

www.strglobal.com

Urban Land Institute

www.uli.org

.141 Some of the more relevant sites for auditors with construction clients
include those shown in the following table:
Organization

Website

The American Institute of Architects

www.aia.org

Associated Builders and Contractors,
Inc.

www.abc.org

The Associated General Contractors of
America

www.agc.org

McGraw-Hill Construction

www.construction.com

National Association of Realtors

www.realtor.org

The Surety & Fidelity Association of
America

www.surety.org

.142 The real estate and construction practices of some of the larger CPA
firms also may also contain industry-specific auditing and accounting information that is helpful to auditors.
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